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Summary 

The federal budget deficit was the largest it has been since World War 11 as a percentage of GDP 
from 2009 to 2012, peaking at 10.1% of GDP. This occurred because spending reached its highest 
share of GDP since 1945 and revenues reached their lowest share of GDP since 1950. Since then, 
the deficit has declined to a projected 2.8% of GDP in 2014, which is still above the 1946 to 2008 
average. Over the next 25 years, deficits are projected to become very large again under current 
law. 

The recent decline in the deficit is partly due to improvements in the economy, the expiration of 
temporary measures taken in response to the recession, and spending cuts (mainly to discretionary 
spending). Spending was cut by the Budget Control Act of 201 1 (BCA; PL. 112-25) and the 
reduction in overseas contingency operations (OCO), primarily in Iraq and Afghanistan. Since 
September 2008, legislative changes to spending have added a cumulative $1.12 trillion to 
deficits and legislative changes to revenues, mainly the extension of expiring tax provisions, have 
added $1.75 trillion to deficits, excluding resulting interest costs. 

Looking forward, several uncertainties are inherent in the baseline that may lead to different 
outcomes than projected. There have been large errors to budget projections historically, in part 
because economic forecasting is subject to large errors. The budget has also proven to be highly 
sensitive to recessions, and CBO does not project a recession in its 10-year projection. Budget 
projections also do not assume any significant changes in spending on future wars or disasters. 
The baseline projection follows current law, assuming that the “doc fix” and tax “extenders” will 
expire as scheduled. If Congress temporarily extends either, as it has done regularly in the past, 
the deficit will be larger than projected. 

In the long run, legislative changes will be needed to reduce spending or increase taxes to keep 
the debt on a sustainable path. Postponing action requires larger changes to be made in the long 
run, and limits the ability to phase in changes gradually. Economists view the debt as currently 
unsustainable because it is projected to grow faster than gross domestic product (GDP) 
indefinitely under current policy, causing an ever growing share of national income to be devoted 
to servicing the debt. The main source of long-term fiscal unsustainability is the growth in elderly 
entitlement spending. In particular, spending on major health programs, such as Medicare and 
Medicaid, is assumed to continue to grow faster than GDP, as it has historically. Overall, 
mandatory spending has grown as a share of GDP, rising from 4.7% of GDP, when data were first 
compiled in 1962, to a projected 12.3% of GDP in 2014, and is projected to continue rising. By 
contrast, discretionary spending has fallen from 12.3% of GDP in 1962 to a projected 6.8% of 
GDP in 2014, and under the baseline it is projected to decline to its lowest share of GDP ever, 
primarily because of the BCA’s statutory caps. Revenues are projected to stay near their historical 
average over the next 10 years. 

Economic theory predicts that deficits have a stimulative effect on the economy during 
recessions, but harm economic growth by resulting in an increase in interest rates or the trade 
deficit during economic booms. Thus, the state of the economy is a consideration for the timing 
of deficit reduction. 

Options for deficit reduction on the spending side are constrained by the fact that Social Security, 
Medicare, net interest, and defense discretionary spending make up almost two-thirds of total 
spending. On the revenue side, 80% of revenue is raised by income and payroll taxes. 
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Introduction 

The federal budget has been in deficit (i.e., spending has exceeded revenues) since 2002, and 
deficits were significantly larger from 2009 to 2012 than in any other year since World War 11. As 
a result, the federal debt held by the public increased from 39% of gross domestic product (GDP) 
in 2008 to 72% of GDP in 2013, which was its highest share of GDP since after World War II. 1 

From 1946 to 2008, budget deficits averaged 1.7% of GDP and exceeded 5% of GDP only three 
times (equaling 7.2% in 1946, 6.0% in 1983, and 5.1% of GDP in 1985). The budget deficit was 
10. 1% of GDP in 2009, falling to 7% of GDP in 20 12. 2 The fiscal outlook has improved 
significantly since then, although the budget is projected to remain in deficit under current policy. 
In 2014, the baseline deficit is projected to be $492 billion or 2.8% of GDP. Not since the end of 
World War II has the deficit fallen so much, so quickly. Despite the improvement, the deficit still 
remains above its historical average. 

In the past, persistent deficits have proven sustainable because periods of moderate growth in the 
debt relative to GDP have been followed by periods when debt fell relative to GDP (typically, 
because the debt grew more slowly than GDP). Current policy is unsustainable because projected 
deficits are large enough to cause the federal debt to continuously grow faster than national 
income. This increase is projected to be gradual — the debt does not increase relative to GDP until 
2019, is five percentage points higher by 2024, and reaches 100% of GDP by 2036 or sooner. At 
some point, spending cuts or revenue increases will be needed to restore fiscal sustainability, 
although the recent decline in the deficit has provided policymakers more flexibility on the timing 
of these changes. 

Congress has expressed interest in examining policy options to reduce the deficit. The 
Congressional Research Service (CRS) does not take a position on the best way to reduce the 
deficit. This report organizes and presents information to help policymakers frame the debate. 

This report first discusses the size of projected budget deficits, then discusses how much the 
deficit would need to be reduced to return to long-term sustainability, then analyzes alternative 
time frames for reducing the deficit, and finally discusses broad policy choices for reducing the 
deficit. This report assumes a familiarity with basic budget terms and concepts; for an overview, 
see CRS Report R43472, The Federal Budget: Oven’iew and Issues for FY2015 and Beyond, by 
Mindy R. Levit. 



1 All budget data presented in this report are from Congressional Budget Office, Updated Budget Projections, April 
2014, Congressional Budget Office, Budget and Economic Outlook, February 2014 (hereafter referred to as “CBO 
baseline”), Congressional Budget Office, The 2013 Long-Term Budget Outlook, July 2014, or Office of Management 
and Budget, FY2015 Budget of the U.S. Government, March 2014 (hereafter referred to as “President’s Budget”). The 
budget deficit is the excess of outlays over revenues in a given year, broadly similar to the amount borrowed from the 
public that year. The publicly held debt is the accumulation of all past borrowing from the public. The gross debt is the 
publicly held debt and the intragovemmental debt (the debt that one part of the federal government borrows from 
another part, mainly government trust funds). All references to years are to fiscal years, unless otherwise noted. This 
report primarily focuses on CBO’s projections because of its role for Congress, but this analysis also applies to budget 
projections made by OMB and others. 

' Expressing budget data as a percentage of GDP is most appropriate for making comparisons over extended periods of 
time because it allows the relative size of those amounts to be consistently compared. Dollar figures are not appropriate 
because of inflation, which means that a dollar has a smaller amount of purchasing power over time, and because as the 
economy has become larger, there are more resources available to finance spending through borrowing or taxes. 
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Why Did Deficits Rise and Then Decline? 

The budget deficit increased by almost $1 trillion between 2008 and 2009. As shown in Table 1, 
this increase was not anticipated — two months before FY2009 began, CBO projected that the 
2009 baseline deficit would be slightly lower than the 2008 deficit (for more information on the 
baseline, see the text box below). From 2012 to 2014, deficits declined by a similar amount — the 
2014 deficit is currently projected to be about $1 trillion lower than the 2009 deficit. Table 1 
explains what factors caused this sharp increase and subsequent decrease in the deficit. Because 
the same policy generates different levels of spending and revenue in different fiscal years, it is 
not possible to say what “caused” the deficit to increase or decrease from one year to the next. 
Flowever, it can be determined with precision what caused the actual deficit in any given fiscal 
year to be smaller or larger than what CBO had previously projected. The exact shares assigned to 
each category will be sensitive to the chosen starting point, however. Table 1 uses the September 
2008 projection because of the dramatic increase in the deficit relative to the projection that 
occurred after that date. 



What is the Baseline? 

Absent policy changes, budget deficits would change over time because spending and revenue levels automatically 
change over time. CBO baseline budget projections are used to provide a benchmark against which budgetary 
decisions can be made and policy proposals can be compared over the budget window. A baseline is not meant to be 
the best guess of future outcomes or the most desirable outcome, but a reasonable starting point for comparing 
policy options. The projected magnitude and path of budget deficits depends greatly on what baseline assumptions are 
made. These assumptions are not always realistic, but they are set in statute, limiting CBO’s flexibility. Discretionary 
spending is generally determined annually, so various assumptions could be made about what constitutes an extension 
of current policy. Where discretionary spending is not determined by statutory caps, statute requires the baseline to 
assume an extension of current levels plus an inflation adjustment in the baseline. 

CBO estimates an official 10-year current law baseline, which assumes that certain provisions of law will expire as 
scheduled, even though many of these provisions have routinely been extended in the past. 3 An example is the many 
tax provisions that regularly get extended in “tax extender” legislation. 4 Another example is the Medicare cuts 
required in law by the sustainable growth physician payment formula; Congress has enacted legislative overrides to 
prevent those cuts (popularly known as the “doc fix”) each year since 2003. 5 CBO’s current law baseline also 
assumes that the automatic spending cuts under the Budget Control Act will occur in future years as scheduled, 
although they have been reduced by subsequent legislation in the first three years they have been in place. 6 



3 Some expiring mandatory spending programs are assumed to continue under the baseline. According to CBO, “The 
Deficit Control Act specifies some exceptions. For example, spending programs whose authorizations are set to expire 
are assumed to continue if they have outlays of more than $50 million in the current year and were established at the 
time of or before the enactment of the Balanced Budget Act of 1997. Programs established after that law was enacted 
are not automatically assumed to continue but are considered individually in consultation with the budget committees.” 
Congressional Budget Office, Budget and Economic Outlook , January 2012, p. 11. 

4 For more information, see CRS Report R43124, Expired and Expiring Temporary Tax Provisions (“Tax Extenders"), 
by Molly F. Sherlock. 

5 For more information, see CRS Report R40907, Medicare Physician Payment Updates and the Sustainable Growth 
Rate (SGR) System, by Jim Hahn. 

6 For more information, see CRS Report R4341 1, The Budget Control Act of 2011: Legislative Changes to the Law and 
Their Budgetary Effects, by Mindy R. Levit. 
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Table I. Contributors to the Difference Between Actual Deficits and Deficits 
Projected Before the Financial Crisis 

(billions of dollars) 





2009 


2010 


201 1 


2012 


2013 


2014 

(projected) 


Total 

2009-2014 


9/08 Baseline Deficit 


-438 


-431 


-325 


-126 


-147 


-170 


-1,637 


Legislative Changes 


-551 


-567 


-736 


-648 


-441 


-247 


-3,150 


— Discretionary 


-47 


-149 


-1 17 


-44 


+75 


+ 120 


-162 


— Mandatory 


-295 


-181 


-180 


-140 


-93 


-72 


-961 


— Net Interest 


-4 


-12 


-31 


-57 


-78 


-95 


-277 


— Revenue 


-165 


-225 


-408 


-407 


-345 


-200 


-1,750 


Economic Changes 


-128 


-124 


-91 


-27 


-93 


-42 


-505 


Technical Changes 


-337 


-168 


-146 


-287 


0 


-33 


-971 


Total Changes 


-975 


-863 


-974 


-960 


-533 


-323 


-4,628 


Actual Deficit 


-1,413 


-1,294 


-1,300 


-1,087 


-680 


-492 


-6,266 



Source: CRS calculations based on CBO data. 



Notes: Negative sign indicates increase in the budget deficit, positive sign increases decrease in the budget 
deficit. CBO does not categorize the causes of discrepancies between the actual deficit and its August projection 
for the current FY; these discrepancies are categorized here as technical changes. CBO classifies the 
government’s decision to transfer funds to the GSEs as a technical change. CRS has reclassified the BCA’s 
automatic spending cuts, which came into effect when the Joint Select Committee on Deficit Reduction failed to 
propose legislation, from the technical changes category to the legislative changes category. 

Actual budgetary outcomes can turn out differently than previously projected for three reasons — 
the subsequent enactment of legislation (“legislative changes” in Table 1), differences in CBO’s 
projections attributable to economic forecast errors (“economic changes” in Table 1), and all 
other differences (“technical changes” in Table 1). For example, if more people received a tax 
credit or entitlement program than predicted for a given level of GDP, absent any legislative 
change, that would be classified as a technical change that increased the deficit. Because this 
table is based on the CBO baseline, policies that maintain current policy but change current law, 
such as extending expiring tax provisions, are classified as legislative changes. 

Legislative changes since 2009 can be broken down into three broad categories, with the major 
changes 7 provided for each: 

• Changes that temporarily increased the deficit. Legislation was enacted 
during or following the 2008-2009 recession that temporarily increased the 
deficit. This legislation either resulted in a one-time increase in spending (the 
Troubled Asset Relief Program [TARP, created by P.L. 1 1 0-343] , 8 the American 



7 The Affordable Care Act (P.L. 1 11-148) was a major legislative change that permanently increased taxes and 
mandatory spending, but it is not highlighted below because its effect on the deficit was relatively modest until 2013 
and 2014, when CBO estimated it would reduce the deficit. The effect on the deficit was modest until then because 
these changes were offsetting and gradually phased in. 

8 For more information, see CRS Report R41427, Troubled Asset Relief Program (TARP): Implementation and Status, 
by Baird Webel. 
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